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OP1 NI ON

These appeal s are made pursuant to section 256661/
of the Revenue and Taxation Code from the action'of the
Franchi se Tax Board on the protest of California 6 Mtels
agai nst a proposed assessnent of additional'franchise tax
in the amount of $1,288 for the income year 1977, and on
the protest of Western 6 Mtels against a proposed
assessment of additional franchise tax in the anount of

$4,083 for the income year 1978.

. 17 Unress otherw se specified, all section references
are to sections of the Revenue and Taxation Code as in
’ effect for the years in issue.
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Appeals of California 6 Mtels and
Vieestern o6 Notels

The sol e issue for determnation in these
appeal s is whether appellants were entitled to use the
| ower range variance of an asset guideline period pro-
vi ded under the Asset Depreciation Range (ADR) system of
determning the useful life of an asset for purposes of
depreciation.

_ ~ Appellants are closely held California corpora-
tions which filed their franchise tax returns on a
cal endar-year basis under an accrual nethod of account-
ing. During the years under review, the stock of both
corporations was owned by the same two individuals who
acted as the president and the secretary of each conpany.
The principal business of the taxpayers was the operation
of budget notels.

Bet ween 1970 and 1977, apPeIIant California 6
Motel s owned and operated a chain of motels |ocated
entirely in this state. In January 1978, however, a
corporate nerger or consolidation apparently resulted in
the absorption of California 6Mtels and its assets into
its sister conpany, Western 6 Mtels. Formed in 1972,
appel  ant Western-6 Motels for six years had conducted
'its notel business wholly outside of California. Follow
ing the merger in 1978, appellant Western 6Mtels thus
began operating a chain of budget notels located within
and without California. Consequently, it was required to
determ ne <dts California-source income by fornula
apportionnent.

Appellant California 6 Mtels on its franchise
tax return for 1977 and appellant Western 6 Mtels on its
franchise tax return for 1978 each claimed deductions for
depreciation of nmotel furniture and furnishings. On
their respective returns, appellants elected to apply the
ADR system for conputing a reasonable allowance for depre-
ciation of this personal property of their businesses.

“Upon audit, respondent determ ned that appel-
lants' cl ai med’ depreci ati on deductions were based upon
aRpeIIants' sel ection of an eight-year useful life for
the notel furniture, Respondent noted that this was the
lower limt of the asset depreciation range established
by federal regulations for this type of asset. Respon-
dent then recal cul ated-the annual allowances for depreci-
ation of appellants' motel furniture based upon the
depreciation period of ten years and reduced the amounts
of the clainmed deductions accordingly. The proposed
assessnents of additional franchise tax at issue in these
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appeal s reflect these adjustments nade in appellants'
depreci ation deductions.

In these appeals, it is respondent's position
that, -if a' taxpayer elects to use the ADR system it may
not for California tax purposes choose a useful life from
the range of available asset depreciation |ives provided
by federal regulations for its class of assets. Respon-

dent contends that appellants as California taxpayers
were limted by state regulation to the asset quideline
period without regard to any variances,

_ Section 24349 allows as adepreciation deduc-
tion a reasonable allowance for the exhaustion, wear and
tear (including a reasonable allowance for_obsol escence)
of property used in a trade or business. The annua
al | owance for depreciation is based, in part, on an
estimate of the property's useful life, i.e., the period .
over which the asset may reasonably be expected to be
useful to the taxpayer in its trade or business. (Cal.
Adm n. Code, tit. 18, reg. 24349(a), subd. (2).)

- In 1977, by reference to the pertinent Treasur
regul ation, California adopted the federal ADR system o
depreciation for property placed in service after
Decenmber 31, 1970, subject to certain exceptions. (Cal.
Admin. Code, tit. 18, reg. 24349(1); Appeal of Bart c.
and Doreen M Rainone, Cal. St. Bd. of Equal., My 8,
1984.) Under the fTederal regulation, a taxpayer nust
make an annual election to apply the ADR systemto all
additions of eligible property acquired during the taxa-
ble year of election. (Treas. Reg. § 1.167(a)-1l1(a)(l).)
Any depreciable, tangible property is eligible for ADR
treatnent so [on?_as there is an "asset guideline class"
and "asset quideline period" in effect for such property.
(Treas. Reg. § 1-167(a)-11(b)(2)(i).)

_ _ The ADR system operates by prescribing asset
gui del ine periods or useful lives to assets which are
categorized according to industries.- The class |ives
provided reflect the estimated useful lives for all the
different assets which may be found in particular busi-
nesses. 4 Mert emaw,of Federal Incone Taxation,

§ 23.04e (1980 Revision).) TIT 1t{sS assets fall wthin a
desi gnat ed asset guideline cl ass, a taxpayer under the
federal ADR system can elect an asset depreciation period
froma range of useful l|ives established for that class
of assets. (Treas. Reg. § 1.167(a)-11(b)(4)(i).) This
asset depreciation range may vary 20 percent fromthe
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asset guideline period, extending from 80 percent to 120
percent of the asset guideline period. (Int. Rev. Code,
§ 167§n); Treas. Reg. § 1.167(a)-11(b)(4)(i).) Thus, for
exanpl e, "assets used in the provision of personal
services such as those offered by hotels and notel s" have
an asset guideline period of ten years with an asset
depreciation range fromeight to fwelve years. (Rev.
Proc. 72-10, 1972-1 C. B. 721; Rev. Proc. 77-10, 1977-I
C.B. 548, 567.)

However, one of the areas where the California
ADR system differs fromthe federal systemlies in the
applicability of this 20-percent. range variance for each
asset guideline period. The California regulation une-
qui vocal |y states, in pertinent part, that use of this
variance elenment of federal ADR systemis not permtted:
"The perm ssible asset depreciation period- for any asset
gui deline class shall be the'asset guideline period
Wi thout any range or variance." (Cal. Admin. Code, tit.
18, req. 2349(I_?), subd. (I)(A).) It is well settled
t hat respondent's determ nation of' aproper depreciation
al l owance carries wth it a presunption of correctness,
and the burden of showing the determnation to be incor-.
rect is on the taxpayer. (Appeal of Peninsula_ Savings
and Loan Association, Cal. st. Bd, of Equal., Jan. 2,
1974, peal of John W and Jean R Patierno, Cal. St.
Bd. of Equal., June 30, 1980."') Here, respondent deter-
mned that appellants in conputing their depreciation
al | owance under the ADR system deviated from the specific
| anguage of the state regulation. The asset guideline
period prescribed for assets‘used in the nmotel business
Is ten years and appellants enployed the lower limt of

the asset depreciation range. pel lants contend, how
ever, that an eight-year useful life is closer to the
actual wuseful lite of their business furniture and fur-

nishings. Appellants state that this property nust be
replaced every six to eight years due to the constant

hi gh occupancy and turnover rates in their budget notels.
Appel l ants take the P03|t|on that, if the Franchise Tax
Board can unilaterally change their nethod of deprecia-
tion, then they_should be allowed to use the shorter
actual useful Tife of the property in calculating proper
depreciation allowances.

Appel l ants' argunent is not well taken. Because
they elected to aﬁply the ADR system appellants were
bound to follow the state regulation nandating use of the
asset guideline period without resort to any variances
within the asset depreciation range.. Respondent did not
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modi fy appellants' method of depreciation but sinply
applied the only permssible useful life available to
3gpellants under the ADR system as adopted by- this state.

reover, once nmade, appellants may not revoke their
elections wth respect to the subject property by con-
veniently ceasing to apply the Abr provisions. (Treas.
Reg. § 1.167(a)-11(a) and (b)(5)(i); Rev. Rul. 82-22,
1982-1 c¢.B. 33.) _

_ Ve, therefore, find that respondent properly
determ ned appel | ants* depreciation allowances under the
ADR system for the years in question. Accordingly,
respondent's action in this matter nust be sustained.
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